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INTRODUCTION

This pamphlet, ^ prepared by the staff of the Joint Committee on
axation, provides a discussion of present law, current issues, and
3ssible proposals relating to the tax treatment of single premium
nd other investment-oriented life insurance.

Part I of the pamphlet contains a description of the various types

f life insurance products currently being marketed; it also de-

;ribes the present-law tax treatment of life insurance to policy-

olders and life insurance companies and provides a comparison of

le tax treatment of other tax-favored forms of savings and invest-

lent. Part II of the pamphlet contains an analysis of the tax bene-
ts available from investment-oriented insurance products, fol-

)wed in Part III by a discussion of the issues relating to the
resent-law tax treatment. In Part IV of the pamphlet, various pro-

osals (including proposals offered by several industry groups) to

lodify the tax treatment of life insurance are outlined, and Part V
Dntains a brief analysis of those proposals.

The Subcommittee on Select Revenue Measures of the House
ommittee on Ways and Means has scheduled a public hearing on
larch 15, 1988, to consider whether the Federal income tax treat-

lent of life insurance contracts is appropriate under present law.

he Subcommittee will analyze the current uses of life insurance
olicies, particularly single premium policies and other policies

larketed primarily as investment vehicles, to consider whether
tie present-law tax treatment of life insurance is justified in light

f these uses. Additionally, the Subcommittee intends to explore
roposals to limit the use of life insurance as an investment vehicle
dthout discouraging the purchase of life insurance as a means to

Tovide death benefits for dependents.

' This pamphlet may be cited as follows: Joint Committee on Taxation, Background and Issues
delating to the Tax Treatment of Single Premium and Other Investment-Oriented Life Insurance
JCS-6-88), March 14, 1988.
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I. BACKGROUND AND PRESENT LAW

A. Background

In general

The traditional goal of life insurance has been to protect the p

icyholder's beneficiaries (usually the policyholder's family) agaii

a loss of income and costs arising from the death of the pers

whose life was insured. This goal is accomplished by pooling t

probable cost of the same t5rpes of risk of loss over a large numl
of policyholders.

In many cases, a life insurance policy will combine two e

ments—pure insurance protection and an investment compone
The investment component (commonly referred to as cash vali

arises if the premiums paid by the policyholder in any year
other policy term), less certain charges and plus credited earnin
exceeds the cost of insurance coverage provided to the policyhoh
for the year (or term). This buildup of cash value allows the pi

ment, in later years, of premiums that are less than the curn
cost of the insurance protection.

An overview of the principal types of life insurance products c

rently being sold follows.

Term insurance
\

Term insurance is a contract that furnishes life insurance prot

tion for a limited term. The face value of the policy is payable
death occurs during the stipulated term of the contract. Nothing
paid if the individual on whose life the insurance is provided s

vives to the end of the term. Premium charges only cover the r

of death so little or no cash value builds up over the term of 1

policy. For any given amount of life insurance, premium charj
increase with the policyholder's age because the risk of death (i

the mortality charge) is age-related. As a result, term insurai
may be impractical as a policyholder ages because the term cost

insurance approaches a significant percentage of the face amoij
of the policy.

Term insurance policies are most frequently issued for a perj

of one year, although a term insurance policy may provide prot
tion for a shorter period (such as the duration of a plane flight)

a longer period (such as the life expectancy of an individual),
though term insurance contracts are primarily protection c

tracts, the leveling of a premium over a long period of years p
duces a small cash value that increases to a point and then
clines to zero at the termination of the contract.

(2)



iole life insurance

In general

V whole life insurance contract provides for the payment of the

e value of the policy upon the death of the insured; payment is

; contingent upon death occurring within a specified period.

:h protection may be purchased under either of two principal

>es of contract: (1) an ordinary life contract, or (2) a limited pay-

nt life contract. The chief difference between the two is the
thod of premium payments.
The ordinary life contract assumes that premiums will be paid

a level basis throughout the insured's lifetime. In the early

irs, the annual level premium is in excess of the amount re-

ared to pay the current cost of the insurance protection (i.e., the
•rent cost of term insurance in an amount equal to the differ-

:e between the face amount of the policy and its cash value). The
ance that is retained by the company, at interest, produces a
id which is called the cash value of the policy. This cash value
luces the insurance element in later years when the annual level

jmium would no longer cover the annual cost of term insurance
the face amount. The cash value accumulation continues until

iching the face value of the policy at maturity (which occurs
len the insured reaches a specified age, typically age 95 or 100).

Jnder the limited payment life contract, premiums are charged
a limited number of years (such as 10 or 20 years). After the
jmium payment period, the cash value of the policy, together
th interest credited, is sufficient to pay the cost of term insur-

ce protection for the remainder of the period that the policy is in

ect. The premium under such a contract will be significantly

•ger than the aggregate amount of premiums paid during the
Tie period under an ordinary life contract so that the company
n carry the policy to maturity without further charges,
rhe insurance element in a whole life policy is the difference be-

een the face amount and the cash value. The cash value that ac-

mulates at interest to maturity of the contract is the investment
jment in the policy.

Single premium life insurance

The most extreme form of limited payment whole life insurance
single premium life insurance. Under a single premium life in-

rance contract, a paid-up policy is purchased at policy inception
th a single premium payment, or a few initial payments, rather
an a longer series of premium payments. Such a policy maxi-
Lzes the investment element of the policy in the initial years
ter policy inception. In the case of single premium life insurance,
e investment component of the initial premium is so large that
I additional premiums need to be paid for insurance coverage,
ngle premium insurance can also provide the policyholder with a
oice of investment vehicles, thus functioning like a mutual fund;
ch a contract is characterized as variable single premium insur-
ice (see "variable life," below).



Universal life

The savings or investment feature of life insurance is also chj

acteristic of other permanent plans of life insurance, such as u

versal life. Universal life insurance is a whole life insurance cj

tract that retains the investment and insurance features of trg

tional life insurance products, while disclosing the charges for

'

surance and the interest rate credited to the policyholder. Univ
sal life is distinguished from traditional whole life insurance pr

ucts in that the policyholder may change the death benefit fr

time to time (with satisfactory evidence of insurability for

creases) and vary the amount or timing of premium payments. F
miums (less expense charges) are credited to a policy account fr

which mortality charges are deducted and to which interest is en

ited at rates that may change from time to time above a minim]
rate guaranteed in the contract.

A universal life insurance policy generally offers the policyhol

a basic death benefit equal to (1) a fixed face amount, or (2)

sum of a fixed amount plus the cash value of the policy as of

death of the insured.

In a universal life policy, the investment element is the ci

value that accumulates at interest, which interest may be adjus
above a minimum guaranteed rate to reflect market interest rai

As under a traditional whole life insurance policy, the insuraJ

element of a universal life policy is the difference between the
|

scribed death benefit and the cash value.

Variable life

The distinguishing feature of a variable life insurance policy

that the cash value of the policy effectively is invested in share?

a mutual fund. The cash value reflects the value of assets at

time the cash value is computed. In certain variable life insurai

policies, the death benefit may also vary with the value of the
derlying investment account.
Premiums under variable life insurance contracts purchase ui

in a segregated investment account managed by the insurance cc

pany and are treated as a security subject to the Securities Ad
1933.

Universal variable life insurance

A universal variable contract provides the policyholder wit|

choice of funds into which the cash value of the contract can
invested. It also features a flexible arrangement for paying pre
ums under which the policyholder decides how much to appl\
insurance and how much to savings. In addition, the policyhol
may change the face amount of the policy and vary the amoi
and frequency of premium payments. Often, such a policy provi
that a guaranteed death benefit will be paid upon the death of
insured, regardless of investment earnings.



B. Present Law

leneral

fnder a fundamental principle of the Federal income tax,

jme is subject to tax when it is actually or constructively re-

^ed. Income is constructively received by a taxpayer if the

)me is credited to the taxpayer's account, set apart for the tax-

er, or otherwise made available so that the taxpayer may draw
m it at any time or could draw upon it if notice of intent to

hdraw had been given. Thus, for example, interest income cred-

l to a savings account or money market fund is taxable to the

ler of the account or fund when credited,

pecial rules have been adopted under which certain income is

taxable at the time it normally would be taxed under general

Dme tax principles. For example, the investment income on
ounts contributed (within limits) to an individual retirement ar-

gement (IRA) generally is not includible in income until with-

wn even though the taxpayer may draw upon the income at any
e.

a the case of life insurance, a special rule also applies under
ich the investment income ("inside buildup") earned on premi-

s credited under a contract that meets a statutory definition of

insurance generally is not subject to current taxation to the

ler of the policy. In addition, death benefits under such a life

urance contract are excluded from the gross income of the recip-

t (sec. 101(a)), so that neither the policyholder nor the policy-

der's beneficiary is ever taxed on the inside buildup if the pro-

ds of the policy are paid to the policyholder's beneficiary by
5on of the death of the insured.

)istributions from a life insurance contract that are made prior

the death of the insured generally are not includible in income
the extent that the amounts distributed are less than the tax-

i^er's basis in the contract.

Amounts borrowed under a life insurance contract generally are

: treated as distributions from the contract, even if the amounts
•rowed are not repaid prior to the death of the insured. Conse-
3ntly, the inside buildup attributable to amounts borrowed
der a life insurance contract is not includible in income even
mgh the policyholder has current use of the inside buildup.

Jnder present law, a life insurance company generally is not
)ject to tax on the inside buildup on a life insurance or annuity
itract because of the reserve deduction rules applicable to life in-

'ance companies.

(5)



Definition of life insurance

In general

Under present law, the favorable tax treatment accorded to 1

insurance is only available for contracts that satisfy a definition

life insurance that was enacted as part of the Deficit Reduction /

of 1984 (DEFRA). This definition was adopted to limit the permis

ble investment orientation of life insurance contracts to lev

more in line with traditional life insurance products.

A life insurance contract is defined as any contract that is a 1

insurance contract under the applicable State or foreign law, I:

only if the contract meets either of two alternatives: (1) a ca

value accumulation test, or (2) a test consisting of a guideline p
mium requirement and a cash value corridor requirement. Whi(
ever test is chosen, that test must be met for the entire life of t

contract in order for the contract to be treated as life insurance :

tax purposes. In general, a contract meets the cash value accun
lation test if the cash surrender value may not exceed the i

single premium that would have to be paid to fund future benei

under the contract. A contract generally meets the guideline p
mium/cash value corridor test if the premiums paid under t

policy do not exceed certain guideline levels, and the death bene
under the policy is not less than a varying statutory percentage
the cash surrender value of the policy.

If a contract does not satisfy the statutory definition of life ins

ance, the sum of (1) the increase in the cash surrender value a

(2) the cost of insurance coverage provided under the contract, o''

the premiums paid during the year (less any policyholder d:

dends) is treated as ordinary income received or accrued by the f

icyholder during the year, and only the excess of the death bent
over the net surrender value of the contract is excludable from 1

income of the recipient of the death benefit.

Cash value accumulation test

The cash value accumulation test is intended to allow traditioi

whole life policies, with cash values that accumulate based on r
sonable interest rates, to qualify as life insurance contracts.
Under this test, the cash surrender value of the contract, by \

terms of the contract, may not at any time exceed the net sin
premium which would have to be paid at such time in order
fund the future benefits under the contract assuming the contrj
matures no earlier than age 95 for the insured. Thus, this t

allows a recomputation of the limitation (the net single premiU
at any point in time during the contract period based on the d
rent and future benefits guaranteed under the contract at t\

time. The term future benefits means death benefits and end<i

ment benefits. The death benefit is the amount that is payable!
the event of the death of the insured, without regard to any qui
fled additional benefits.
Cash surrender value is defined as the cash value of any contr

(i.e., any amount to which the policyholder is entitled upon surr
der and, generally, against which the policyholder can borrow)
termined without regard to any surrender charge, policy loan,
reasonable termination dividend.



rhe determination of whether a contract satisfies the cash value

emulation test is made on the basis of the terms of the contract,

making this determination, the net single premium as of any
;e is computed using a rate of interest that equals an annual ef-

tive rate of 4 percent or the rate or rates guaranteed on the issu-

:e of the contract. The mortality charges taken into account in

nputing the net single premium are those specified in the con-

ct, or, if none are specified in the contract, the mortality

irges used in determining the statutory reserves for the con-

ct.

rhe amount of any qualified additional benefits is not taken into

lount in determining the net single premium. However, the

irge stated in the contract for the qualified additional benefit is

ated as a future benefit, thereby increasing the cash value limi-

ion by the discounted value of that charge. Qualified additional

lefits include guaranteed insurability, accidental death or dis-

lity, family term coverage, disability waiver, and any other ben-

.8 prescribed under regulations. In the case of any other addi-

aal benefit which is not a qualified additional benefit and which
lot prefunded, neither the benefit nor the charge for such bene-

is taken into account. For example, if a contract provides for

siness term insurance as an additional benefit, neither the term
urance coverage nor the charge for the insurance is considered a
ure benefit.

Guideline premium and cash value corridor test requirements

n general.—The second alternative test under which a contract

y qualify as a life insurance contract has two requirements: the

deline premium limitation and the cash value corridor. The
deline premium portion of the test distinguishes between con-

cts under which the policyholder makes traditional levels of in-

itment through premiums and those which involve greater in-

itments by the policyholder. The cash value corridor disqualifies

itracts which allow excessive amounts of cash value to build up
., premiums, plus income on which tax has been deferred) rela-

e to the life insurance risk. In combination, these requirements
; intended to limit the definition of life insurance to contracts

it permit relatively modest investment and relatively modest in-

stment returns.

Guideline premium limitation.—A life insurance contract meets
} guideline premium limitation if the sum of the premiums paid
der the contract does not at any time exceed the greater of the
Ideline single premium or the sum of the guideline level premi-
is to such date. The guideline single premium for any contract is

J premium at issue required to fund future benefits under the
itract. The computation of the guideline single premium must
ice into account (1) the mortality charges specified in the con-
ict, or, if none are specified, the mortality charges used in deter-

ining the statutory reserves for the contract, (2) any other
arges specified in the contract (either for expenses or for supple-
sntal benefits), and (3) interest at the greater of a 6-percent
nual effective rate or the rate or rates guaranteed on the issu-

ce of the contract.
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The guideline level premium is the level annual amount, payab]

over a period that does not end before the insured attains age 9

which is necessary to fund future benefits under the contract. Th
computation is made on the same basis as that for the guidelir

single premium, except that the statutory interest rate is 4 percei

instead of 6 percent.

A premium payment that causes the sum of the premiums pai

to exceed the guideline premium limitation will not result in tl

contract failing the test if the premium payment is necessary 1

prevent termination of the contract on or before the end of the coi

tract year, but only if the contract would terminate without cas

value but for such payment. Also, premiums returned to a polic;

holder with interest within 60 days after the end of a contract yej

in order to comply with the guideline premium requirement ai

treated as a reduction of the premiums paid during the year. Tl

interest paid on such return premiums is includible in groi

income.
Cash value corridor.—A life insurance contract falls within t\

cash value corridor if the death benefit under the contract at ar

time is equal to or greater than the applicable percentage of tl

cash surrender value. Applicable percentages are set forth in

statutory table. Under the table, a life insurance contract thj

covers an insured person who is 55 years of age at the beginning
a contract year and that has a cash surrender value of $10,0(

must have a death benefit at that time of at least $15,000 (150 pe
cent of $10,000).

As illustrated by Table 1, the applicable percentage starts at 2i

percent of the cash surrender value for an insured person up to <

years of age, and decreases to 100 percent when the insured perse
reaches age 95. Starting at age 40, there are 9 age brackets with
year intervals (except for one 15-year interval) to which a specif

applicable percentage range has been assigned. The applicable pd
centage decreases by the same amount for each year in the aj

bracket. For example, for the 55 to 60 age bracket, the applicab
percentage falls from 150 to 130 percent, or 4 percentage points f|

each annual increase in age. At 57, the applicable percentage
142.

The statutory table of applicable percentages follows:



Table 1.—Cash Value Corridor

[n the case of an insured with an
ttained age as of the beginning of

the contract year of

—
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occur by an action of the company or the policyholder or by tl

passage of time.

If there is a change in the benefits under (or in other terms c

the contract that was not reflected in any previous determinatic

or adjustment made under the definitional section, proper adjuji

ments must be made in future determinations under the definitio

If the change reduces benefits under the contract, the adjustmenji

may include a required distribution in an amount determine
under the adjustment regulations for purposes of enabling the coji

tract to meet the applicable definitional test. A portion of the dj

tribution required by application of the definitional tests is tax<

as ordinary income to the extent there is income in the contra^;

A portion of the cash distributed to a policyholder as a result of)

change in future benefits is treated as being paid first out
!,

income in the contract, rather than as a return of the policyholj.

er's investment in the contract, only if the reduction in future be|

efits occurs during the 15-year period following the issue date

the contract.

Contracts not meeting the life insurance definition i

If a life insurance contract does not meet either of the alternj

tive tests under the definition of a life insurance contract, t^

income on the contract for any taxable year of the policyholder
j

treated as ordinary income received or accrued by the policyholdl

during that year. In addition, the income on the contract for
^

prior taxable years is treated as received or accrued during the ta

able year in which the contract ceases to meet the definition. |'

For this purpose, the income on a contract is the amount I'

which the sum of the increase in the net surrender value of tl'

contract during the taxable year and the cost of life insurance pii

tection provided during the year under the contract exceed tl

amount of premiums paid less any policyholder dividends pa
under the contract during the taxable year. The cost of life insd
ance protection provided under any contract is the lesser of tl

cost of individual insurance on the life of the insured as dete
mined on the basis of uniform premiums, computed using 5-yej

age brackets, or the mortality charge stated in the contract.
Only the excess of the amount of death benefit paid over the n

surrender value of the contract is treated as paid under a life i

surance contract for purposes of the exclusion from income
the beneficiary.

If a life insurance contract fails to meet the tests in the defir

tion, it nonetheless is treated as an insurance contract for oth
tax purposes. This insures that the premiums and income credit!
to failing policies is taken into account by the insurance compai
in computing its taxable income. In addition, it insures that a coi
pany that issues failing policies continues to qualify as an insu
ance company.

Treatment of inside buildup

The investment component of a life insurance premium is tl

portion of the premium not used to pay the pure insurance cos
(including the operating, administrative, overhead charges, ai
profit of the company). This amount, which is added to the cai
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lue of the policy, may be considered comparable to an interest-

aring savings deposit. The cash value of the life insurance is

edited with interest. This amount of interest is called the inside

lildup, and under present law it is not taxed as current income of

e policyholder.

In many circumstances, the investment income credited to the

count of the policyholder is never taxed. For example, the pro-

eds of the policy paid upon the death of the insured (including

vestment income credited to the policy) are excluded from the

neficiary's income (sec. 101). Further, the proceeds of life insur-

ice may be excluded from the gross estate of the insured (sec.

•42).

Under other circumstances, a portion of the investment inconie

irned may be subject to tax. For example, if a policy is cashed in

r surrendered) in exchange for its cash surrender value, or if dis-

ibutions are made in some other fashion, these amounts are

xed as ordinary income to the extent that the cumulative amount
lid exceeds the policyholder's basis (i.e., the investment in the

ntract (sees. 72(e)(5)(A) and 72(e)(6))). The investment in the con-

act is the difference between the total amount of premiums paid

ider the contract and the amount previously received under the

mtract that was excludable from gross income. Under these rules,

le portion of investment income that was used to pay for term in-

irance protection is not subject to tax.

Partial surrenders of a life insurance contract that are made
•ior to the death of the insured generally are not includible in

come to the extent that the amounts distributed are less than the

ixpayer's basis in the contract.

The investment income under a life insurance contract may be

ibject to tax in certain other instances. Under present law, no
lin or loss generally is recognized on the exchange of a contract of

fe insurance for another contract of life insurance. However, any
ish that a policyholder receives as a result of an exchange of poli-

es is subject to tax to the extent that there is income in the con-

act.

orrowing under life insurance contracts

The inside buildup on a life insurance contract generally is not

•eated as distributed to the policyholder if the policyholder bor-

)ws under the policy, even though the policyholder has current

se of the money. Consequently, the inside buildup under a life in-

irance contract is not taxed at the time of a policyholder loan.

Under present law, interest on amounts borrowed under a life in-

arance policy for personal expenditures is treated as nondeduct-
)le personal interest (subject to a phase-in rule for taxable years

eginning in 1987 through 1990). Present law also treats as nonde-

uctible the interest on debt with respect to policies covering the

fe of an officer or employee of, or individual financially interested

1, a trade or business carried on by a taxpayer (to the extent the

ebt exceeds $50,000 per officer, employee, or individual).

Policyholder loans at low or no net interest rates are not specifi-

ally subject to the below-market loan rules under present law.

I
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Comparison of tax-favored forms of investment

In general, the tax treatment of cash value (whole) life insurant'

contracts compares favorably with the tax treatment of other ta

favored forms of investment under present law. Tax incentives ai

used to encourage retirement savings through deferred annuii

contracts, individual retirement arrangements (IRAs), and qualifu

pension plans (including qualified cash or deferred arrangemen
(401(k) plans) and Keogh plans (for self-employed individuals)).

Under present law, limits are imposed on contributions to qua]

fled pension plans and IRAs, without regard to whether the contj

butions to such plans are deductible or nondeductible. On the oth<

hand, contributions to deferred annuity contracts and life insi^

ance contributions, which are always nondeductible, are not lim|

ed. !

Special rules apply under present law to prevent the use of qua]

fled pension plans, IRAs, and deferred annuities for nonretiremej
purposes. Under these rules, any distribution from a qualified pl^

or IRA is treated as a pro rata recovery of income and basis. Und<
a deferred annuity, distributions prior to the annuity starting daj

are treated as income first and then as a nontaxable recovery
|

basis. In addition, under qualified plans, IRAs, and deferred anni

ities, an additional 10-percent income tax is imposed on income i

tributable to distributions that occur prior to the attainment of aj

59-1/2, death, disability, annuitization, and certain other event
This additional tax is intended to recapture partially the tax benl

fits of deferral when tax-favored savings are not used for their
^

tended purposes. In the case of whole life insurance, partial surre
ders and other pre-death distributions are treated first as a retui

of basis. Additionally, the 10-percent early withdrawal tax does ni

apply to life insurance contracts. 1

The present-law tax rules for qualified plans allow the favorat
taJc treatment only if the plan complies with nondiscriminati<
rules intended to ensure that the favorable tax treatment does n
disproportionately favor highly compensated individuals. Similar]
the most favorable tax treatment of IRAs (deductibility of contrib
tions) is disallowed for married taxpayers with adjusted gro
income above $50,000 (if either spouse is an active participant in

qualified pension plan). On the other hand, favorable tax treatme
of deferred annuities and whole life insurance is not conditioned <

the income level of the taxpayer.
Further, in the case of most tax-favored forms of investmei

present law provides restrictions on borrowing to prevent curre
use of tax-deferred income. Thus, in the case of deferred annuiti(
loans generally are treated as taxable distributions. In the case
quj^lified pension plans, loans in excess of the lesser of $50,000

j

50 Jjercent of the individual's accrued benefit generally are treat!
as taxable distributions. No borrowing is permitted from an IRJ
By contrast, no limitations currently apply to borrowing fromj|
whole life insurance contract, other than restrictions on interqi
deductions on loans by nonindividual holders of such contracts,

i

Finally, the favorable tax treatment for IRAs, qualified pla^i
and deferred annuities is restricted to the situation in which an i\

dividual is the owner or ultimate beneficiary of the investment.
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e case of whole life insurance, however, the favorable tax treat-

ent is also allowed for corporate owners or beneficiaries.

Table 2 shows the comparative treatment of these various forms
investment under present law.

83-072 0-88-2
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Tax treatment of insurance companies

Under present law, a life insurance company generally is no

subject to tax on the inside buildup on a life insurance or annuit
contract because of the life insurance company reserve rules

Under these rules, a life insurance company is allowed a deductio:

for a net increase in life insurance reserves (taking into accoun

both premiums and assumed interest credited to the reserves) an
must take into income any net decrease in reserves. The net ir

crease (or net decrease) in reserves is computed by comparing th

closing balance to the opening balance for reserves in the sam
year. Life insurance reserves are defined to include amounts se

aside to mature or liquidate future unaccrued claims arising fror

life insurance, annuity, and noncancellable accident and health ir

surance contracts that involve life, accident, or health continger

cies at the time with respect to which the reserve is computed.
The maximum reserve permitted under present law with respec

to a contract equals the greater of (1) the net surrender value (

the contract or (2) the Federally prescribed tax reserve. In compu
ing the Federally prescribed reserve for any type of contract, th

tax reserve method applicable to that contract must be used alon

with the prevailing National Association of Insurance Commissioi
ers ("NAIC") standard tables for mortality or morbidity. The ai

sumed interest rate to be used to discount future obligations i

computing the Federally prescribed reserve generally equals th

greater of (1) the prevailing State assumed interest rate (generally

the highest assumed interest rate permitted to be used in at leas

26 States in computing life insurance reserves for insurance or ai

nuity contracts of that type) or (2) the average applicable Feder^
rate (AFR) of interest (specifically, the average of the applicab]
Federal mid-term rates for the most recent 60-month period begi^

ning after July 1986).
i

Present law does not treat reserve deductions of insurance con(

panies as a specific item of tax preference under the corporate ai

ternative minimum tax.



II. ANALYSIS OF TAX BENEFITS FROM INVESTMENT-
ORIENTED LIFE INSURANCE PRODUCTS

ash value insurance

Under cash value (whole life) insurance, premiums in the initial

Bars after policy issuance exceed premiums for term insurance

roviding an equivalent death benefit. The excess premium is in-

Bsted and is credited, along with earnings, to the policyholder's

ash surrender value. In the event of the policyholder's death, the

ash surrender value is used to pay a portion of the death benefit,

onsequently, as the cash value grows over time, it pays an in-

reasing portion of the death benefit and reduces the mortality

tiarge on the contract. Thus, unlike term insurance, which has no

ivestment component, the premiums on a cash value contract do

ot rise with the policyholder's age. In single premium life, the in-

estment component of the initial premium is so large that no ad-

itional premiums need to be paid for insurance coverage.

Table 3 compares term, ordinary (level premium), and single pre-

lium life insurance for a $100,000 policy acquired by a 55 year old

lale. Premiums and cash value are computed before loading

barges using the 1980 Commissioner's Standard Ordinary C'CSO'')

lortality table and a 6-percent interest rate. At age 55, the premi-

m for term insurance is $988. By comparison, the premium for or-

inary life insurance is $2,792, and for single premium life insur-

nce is $33,034. The excess of these premiums over the cost of term
asurance is invested and is credited, along with earnings, to the

lolicy's cash value.

Table 3.—Term, Ordinary, and Single Premium Insurance ^

$100,000 death benefit, male age 55, 6-percent interest rate, net of loading charges]

Age of policy-
holder

Term insurance

Premi-
um

Cash
value

Ordinary life

Premi-
um

Cash
value

Single premium

Premi-
um

Cash
value

.5 $988 $2,792 $1,933 $33,034 $34,328
10 1,517 2,792 12,258 41,243
15 2,398 2,792 23,494 48,767
'0 3,727 2,792 35,180 56,592
'5 6,056 2,792 46,671 64,288

' Assumes 100 percent of 1980 CSO mortality, 6-percent interest rate, ordinary
ife paid up at age 100, premiums paid at beginning of year, and death benefits
laid at end of year.

(17)
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Preferential tax treatment of cash value life insurance

The investment component of cash value life insurance receivei

preferential tax treatment compared to other similar investment

such as mutual funds, certificates of deposit, and savings accounts

Income credited on such investments is included currently in th(

investor's taxable income. By contrast, the investment income cred

ited to a policyholder under a life insurance contract (referred to a
"inside buildup") is not included currently in the policyholder'

taxable income. Moreover, the inside buildup on the contract ma;

be withdrawn tax-free as a loan, dividend, or partial surrender u]

to the amount of premiums paid. Finally, benefits paid at deat]

generally are excluded from income. Thus, unlike other invest

ments, life insurance policies allow deferral of tax on investmen
income, and if the policy is held to death, income tax may be avoid

ed completely.

The preferential tax treatment of life insurance can be measurei

by comparing the policyholder's tax liability on income earnei

under the contract to that of an individual who invests the cas]

value in a mutual fund with the same earnings rate. Table 4 con:

pares, for a 55 year old male in the 28-percent tax bracket, th

cash value that would accumulate by age 75 in a life insuranc
policy as compared to a mutual fund, both yielding 6 percent pe

annum before tax.

For purposes of comparison, it is assumed that the amount ir

vested in the mutual fund is equal to the premiums paid on each c

four different insurance policies: an ordinary life policy and thre
types of single premium policies. The first single premium policj

the "standard" contract, is designed to have the lowest possibl

premium and thus the least inside buildup. The other two singl

premium policies shown in Table 4 are more investment oriented-
they are designed to approximate the largest amount of insid

buildup allowable under either the cash value accumulation test o

the guideline premium cash value corridor test specified in Cod
section 7702.^ In the most investment-oriented single premium pol

cies, stated charges for mortality and expenses are larger than i\\

insurance company anticipates based on experience: this inflatio

of mortality and expense charges allows the insurance company t

offer more inside buildup than otherwise would be the case unde
the cash value accumulation and guideline premium tests. To n
fleet market practice, the investment-oriented single premium coi

tracts shown in Table 4 are assumed to state mortality charges (j

600 percent of 1980 CSO. (For computing cash value, 100 percent (

198P CSO is assumed).

3 Both policies have an initial death benefit of $100,000. To meet the cash value accumulatii
and guideline premium tests, the death benefit is increased as necessary.
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Table 4.—Comparison of Life Insurance and Mutual Fund
Investments ^

[$100,000 initial death benefit, male age 55, 6-percent interest rate, net of loading

charges]

Single premium policy ^

Item
Ordinary

life

policy
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value of life insurance coverage purchased. The value of life insur

ance coverage is the cost of term insurance for the amount of th(

death benefit not paid for out of the policyholder's cash surrende:

value. The value of tax benefits relative to the value of life insur

ance coverage in a policy is a measure of the extent to which th<

tax system subsidizes the purchase of life insurance protection.

Table 5 illustrates that the present value of tax benefits on a lif(

insurance policy increases the longer the contract is held becaus<

the tax on inside buildup is deferred for a longer period of time

For example, for a $100,000 ordinary life insurance policy acquirec

by a 55 year old male, the present value of tax benefits increasei

from $556, if the policy is surrendered at age 60, to $4,395 if th(

policy is surrendered at age 75. If the policy is held until death
which is presumed to occur at age 76 (the life expectancy of a 5i

year-old male), the value of tax benefits is $4,700.

As a percent of the value of insurance coverage purchased, th(

value of tax benefits on the ordinary life insurance contract in

creases from 9.0 percent at age 60 to 17.7 percent at age 75, and i

17.9 percent at death. Thus, in the typical ordinary life insurano
policy purchased at age 55, the tax subsidy is a relatively smal
portion (less than 20 percent) of the cost of the insurance coveragi

purchased.
For a standard single premium policy, the value of tax benefit

relative to the value of insurance coverage rises from 31.7 percen
after 5 years to 38.9 percent after 20 years, and is 59.6 percent a
death. For more investment-oriented single premium products, th
value of tax benefits is a much higher percentage of the insurano
coverage purchased. For the investment-oriented single premiun
policies shown in Table 5, the value of tax benefits is about 100 pe^

cent of the value of insurance coverage purchased after 15 year?
and is over 300 percent of the value of insurance coverage at deatl]
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This analysis illustrates that under present law it is possible t(j

design single premium policies that provide tax benefits to the polj

icyholder that are larger than the value of the insurance coverag^

purchased. In these situations, single premium life insurance maj
be purchased exclusively as a tax-advantaged investment even il

the policyholder does not need or want life insurance coverage. On^

case where this is likely to occur is where the insurance contrad

states higher mortality and other expenses than the life insurance

company actually charges. This allows the insurance company to

offer more tax-deferred inside buildup than otherwise would be th{

case under the tax rules adopted in 1984 (sec. 7702).
|



III. TAX POLICY ISSUES

A. Overview

In recent years, single premium life insurance and other forms of

life insurance, such as universal life, variable life, and variable uni-

versal life, have been marketed as a tax-sheltered investment vehi-

cle. For example, universal life insurance has been described as

having "earned its place in the list of portfolio alternatives. . . [as]

a permanently tax-sheltered vehicle, offering attractive leverage at

death with the essential risk element centered on fluctuating inter-

est rates."'*

Another article suggests that tax-shelter advisors:

should sell single-premium policies by emphasizing the in-

vestment side. The avoidance of current taxation makes
SPLs [single premium life] more attractive than CDs or

Treasuries . . . Today's SPL policies can provide minimum
guaranteed returns roughly comparable to long-term mu-
nicipal bonds or, for more aggressive clients, returns com-
parable to mutual funds . . . Single premium variable life

offers the growth potential of mutual funds, without cur-

rent taxation. The best prospects for SPL products are

high-bracket investors who want tax-advantaged, long-

term savings with an insurance kicker.^

A third article indicates that investors and their advisors should
"[k]eep in mind that this [single premium life insurance] is basical-

ly an investment and secondarily a life insurance policy. If your
main concern is insurance coverage, then look to straight insur-

ance." ^

Life insurance companies frequently market single premium life

insurance policies on the basis of favorable tax rules for loans. One
company states in its materials:

The Story of SPL: Tax-Deferred Interest That Gives
You Tax-Free Payments for Life

Your first SPL premium will be your last. Immediately,
it buys a lifetime of insurance with an initial face amount
many times larger than your one and only premium. And
immediately you'll start to get some tax benefits you may
not even know existed.

* Howard I. Saks, "Single Premium Universal Life Draws Attention as Interest Rates Plum-
met," 12 Estate Planning 308, 310 (September 1985). See, also, "Firms Offering 'Universal Life'

in Benefit Plans," The Wall Street Journal, 31 (May 9, 1985).

^Michael L. Markey, "Single-Premium Life is the Ideal Product for Clients Seeking Invest-

ment—With a Life Insurance Kicker," The Stanger Register, July 1987.
^ "Nancy Dunnan, "Insure a Tax Break in 1987," American Bar Association Journal, May

1987.

(23)
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You see, life insurance is a uniquely tax-advantaged fi-

nancial product.

Your SPL begins immediately to earn tax-deferred inter-

est at current, competitive rates . . .

And, on the first anniversary of your owning an SPL,
you may borrow your accumulated interest tax-free to use

any way you choose . . . because the proceeds of life insur-

ance policy loans are not subject to federal income tax.

A Zero Interest Loan

What's more, since . . . keeps paying you high, tax-de-

ferred interest credits on the total amount of your bor-

rowed values, your loan costs you nothing . . .

There you have it: policy loans that put income tax-free

money into your pocket and reduce the estate value of

your life insurance only by the amount of the loans them-
selves plus interest.

The success of increased marketing of single premium life insur-

ance is reflected by the sales growth of such policies. Table 6 com-

pares the growth in single premium life insurance sales with the

growth of other whole life insurance sales. The volume of single

premium life insurance sold has increased more than 800 percent

since 1984, while the volume of all other whole life insurance sold

has increased only 23 percent.
j

I

I

Table 6.—Annual Growth in Single Premium Life Insurance vs.|

First Year Premiums for Whole Life Insurance (Excluding Sin-j

gle Premium)
j

[Dollars amounts in billions]

Single premium Other whole life

Year
A--"^ IZVSi Amount g—

^

1984 $1.0 $8.3
1985 2.5 150 9.5 14
1986 4.9 96 9.3 -2
1987 1

9.5 94 10.1 9

' Preliminary.
Soui-ce: Life Insurance Marketing and Research Association, Inc.

The growth in the volume of single premium life insurance soldi

presents issues relating to the purpose for, and the effectiveness of
the favorable tax treatment provided life insurance products. An
analysis of the principal tax policy issues follows.
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B. Analysis of Specific Tax Policy Issues

. Is the favorable tax treatment of life insurance justified?

A central issue in assessing the present-law tax treatment of life

isurance products is the appropriateness of excluding from income
tie inside buildup on life insurance policies. Even though a policy-

older may have use of amounts earned inside a life insurance

olicy through loans or partial surrenders, the inside buildup gen-

rally is not subject to tax. Further, the tax treatment of life insur-

nce is inconsistent with the tax treatment of other investments,

ach as bank certificates of deposit or mutual funds. The tax treat-

lent of life insurance is also inconsistent (i.e., significantly rnore

avorable with respect to contribution limits, loans, and distribu-

ions) with the treatment of tax/favored retirement investment ar-

angements, such as IRAs, qualified pension plans (including

[eogh plans, qualified cash or deferred arrangements (401(k)

lans)), and deferred annuities.

The present-law tax treatment permitting deferral of tax (and,

ometimes, exemption from tax) of the inside buildup on life insur-

nce contracts in effect allows taxpayers to purchase life insurance

rotection with the investment income on the contract that is not

urrently subject to tax. This tax treatment operates as an incen-

ive for taxpayers to provide adequate economic protection against

intimely death. It may also operate as an incentive for saving.

The incentive to protect against untimely death reflects a social

)olicy goal, implemented indirectly through the tax law, to encour-

Lge individuals to provide for their families' financial security out-

ide of formal Government programs such as social security and in

iddition to the private pension system (for which tax incentives are

ilso provided). For example, a situation in which private pension or

etirement-related benefits would not provide financial security

:ould occur when a wage-earner dies suddenly before retirement
ige and the principal short-term source of funds for the dependents
)f the wage-earner is the proceeds of a life insurance policy.

Various types of life insurance policies can provide the same
leath benefit and, thus, the same protection for dependents, with
liffering levels of tax benefits due to the different rates at which
ax-free inside buildup accumulates under each type of policy (see

Pable 5 above). Present law provides a larger tax incentive with re-

spect to single premium life insurance as compared to ordinary life

nsurance, and no incentive with respect to term insurance.
If, as a social policy goal, it is determined that investment

ncome should not be taxed to the extent used to purchase insur-

mce protection, then it may be argued that other forms of invest-

nent income should not be taxed to the extent used to purchase
nsurance protection. Under this analysis, taxpayers should be pro-

vided a tax benefit if other investment income, such as income on a
savings account, is used to purchase term insurance protection.

\lso, if individuals may purchase additional insurance protection
A^ith the previously untaxed investment income of a whole life in-

surance policy, then arguably taxpayers should be allowed to

ieduct all or a portion of the cost of term insurance.
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Under present law, the owner of a bank certificate of deposit is

subject to tax on the interest income credited annually to the cer

tificate. The same tax treatment applies to certain other forms oj

investment, the income on which is reinvested (e.g., the purchase o]

additional shares in a mutual fund). In addition, interest on zerc

coupon bonds (and other types of original issue discount obliga

tions) accrues for tax purposes as it is earned, even though it is noj

actually credited to an account for the owner. Taxing the inside

buildup of life insurance policies would make life insurance equiva
lent for tax purposes to other investments and would reduce a com
petitive advantage provided to life insurance companies thai

market life insurance as an investment, rather than as economic
protection in the event of death.
On the other hand, some may argue that analogizing life insur

ance to certificates of deposit or mutual funds fails to recognize the

character and importance of permanent life insurance. There an
two components to this argument. First, it is argued that the pur
chase of whole life insurance is similar to the purchase of a home
or other capital asset. The appreciation in value of the home oi

other asset is not taxed until the asset is sold.

This rationale may apply in situations in which the policyholdei
cannot borrow or otherwise use the earnings on the policy (by as

signing or pledging the policy, for example), but is more tenuous ir

the usual case in which the cash value of the policy can be bor
rowed. Life insurance products (other than pure term insurance
have a significant savings component that is comparable in manj
respects to other financial products. Other financial products gen
erally do not receive the same tax-favored treatment (i.e., exclusioi

or at least deferral of tax on earnings for both the owner of tht

asset and the financial intermediary providing it) that life insur
ance products receive under present law. Thus, to the extent of th(

similarity in structure and use between life insurance products anc
other financial products, an argument can be made that it is unfai?
to exclude inside buildup while taxing income on comparable pro(|

ucts, and the rationale for the exclusion for inside buildup is weali
ened.

j

Second, it is argued that only whole life insurance can providj
long-term, systematic savings that ensure adequate death benefii
protection. Term insurance cannot provide equivalent long-term se!

curity for the average taxpayer because the term cost of insuranc^
becomes prohibitively expensive for older policyholders. Only a pei:|

manent program of insurance, it is argued, can build sufficienj
cash value in the early years after policy issuance to cover thj
term cost of insurance protection in later years.

I

2. U the investment orientation of life insurance limited sufn
ciently by the definition of life insurance adopted in the Deflci
Reduction Act of 1984 (DEFRA)?

The definition of life insurance added by DEFRA was intended t
reduce the investment orientation of whole life insurance policies
In the years before DEFRA, companies began emphasizing invest
ment-oriented products that maximized tax deferral. When com
pared to traditional life insurance products, these policies offers
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greater initial investments or higher investment returns. In re-

iponse, DEFRA provided a definition of Ufe insurance that treated

is currently taxable investments those life insurance policies that

)rovide for much larger investments or buildups of cash value than
raditional insurance products.
However, the definition of life insurance adopted in DEFRA does

lot limit permissible policies to those that provide a premium pay-
nent pattern consistent with traditional forms of life insurance,

;uch as a level premium pattern that continues until the maturity
late of the contract. DEFRA allows tax deferred growth for single

)remium policies as long as the investment component of the
jolicy does not exceed certain parameters set forth in the defini-

ion. For the more investment-oriented single premium policies on
;he market currently, present law provides a tax subsidy that is

nore than 100 percent of the value of the life insurance coverage
)urchased (see Table 5 above).

A basic issue is whether this level of tax-favored investment is

ustified. The present-law definition of life insurance encourages
Durchase of single premium life insurance policies by higher
ncome taxpayers with sufficient disposable income to afford such
single premium contracts. Such a definition provides a greater tax
)enefit to high income taxpayers and, as such, creates inequities

vithin the Federal income tax system.
Further, it can be argued that the definition of life insurance

should be tightened in order to ensure that life insurance is pur-

chased for death benefit protection and not as an alternative to

axable forms of investment. Such a tightening of the definition of
ife insurance would reduce the competitive advantage accorded to

ife insurance companies over other financial intermediaries under
)resent law and would limit the marketing of life insurance as a
ax-favored form of investment.
Life insurance companies point out that purchases of single pre-

nium life insurance are not limited exclusively to high income tax-

)ayers and that companies permit the purchase of single premium
)olicies with relatively low levels of initial investment. Taxpayers
nay have other available assets, such as lump-sum distributions
"rom qualified pension plans, that they wish to use for investment
n life insurance.
It may be appropriate to review the mechanics of the present-law

lefinition of life insurance for possible abuses even if the funda-
nental basis for the DEFRA definition of life insurance is deter-
nined to be sound. For example, it may be appropriate to provide
;hat the mortality charges that can be used in calculating whether
i policy satisfies the definition of life insurance must be the
imounts actually charged by the insurer for that policy to prevent
irtificial increases in the allowable cash surrender value.
Similarly, it may be appropriate to conform the determination of

i policyholder's basis for calculating gain in the policy to the deter-
nination of basis for calculating loss.



28

3. Is access to funds and noninsurance use of inside buildup con-
sistent with the favorable tax treatment provided under
present law?

It can be argued that whole life insurance and similar products
with cash value (and hence an inside buildup component) do not

achieve their intended purposes under present law because the

amount of the cash value can be borrowed or otherwise withdrawn
for other purposes during the insured person's lifetime, and is con-

sequently not available to be paid as a death benefit. Thus, one
could argue that the favorable tax treatment accorded to the inside

buildup of a life insurance policy is justified only if the policy is

used for its intended, tax-favored purpose and is not justified if the

policyholder uses inside buildup directly (through partial surren-
ders) or indirectly (through loans) for other purposes, such as short-

term investment. Under present law, policyholders receive the ben-
efit of tax deferred inside buildup even though the amount set

aside to fund a death benefit is reduced through loans or partial

surrenders.
On the other hand, restrictions on the use of, or accessibility to,

the inside buildup of a life insurance policy may deter investments!
in such policies and, therefore, may reduce the effectiveness of thai

tax incentives created to promote the social policy of providing for

dependents financially after death.
i

If the main purpose for the favorable treatment of inside buildup
is to provide financial security to dependents upon the death of an
insured, then a more directly effective incentive may be to encour-i

age the purchase of insurance products without cash value (i.e.^

term insurance) so that the death benefit would always be avail^

able during the period of coverage. Term insurance may also b^
more directly related to this purpose than whole life insurance ir?

that coverage could cease once retirement benefits become avail-j

able to the insured person.
i

An argument could be made that withdrawals from life insur-j

ance policies should be permitted for other socially meritorious exi

penditures (e.g., tuition costs) on a tax-free or at least tax-deferred
basis. For example, although the exclusion for inside buildup ma>;
not initially have been intended to be used as a tax-free financing
vehicle for college tuition and other educational expenses, its us^
as such is not inconsistent with the social policy to encourage edu|
cation and, thus, such a use of life insurance should continue to be
permitted.

'

This reasoning could nevertheless be criticized because colleg^'

tuition is generally not a deductible or otherwise tax-favored ex{

penditure \yhen paid directly, and to treat it more favorably wheril:

funded indirectly through life insurance merely encourages com]
plex transactions, raises form over substance, and primarily bene]'

fits the well-advised with capital to set aside. Further, the excluf
sion for inside buildup is not targeted to such purposes undeiii

present law, and this use of life insurance was perhaps not an in|

tended consequence of the exclusion. I
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, Should the treatment of contributions, distributions, and loans

with respect to life insurance be more consistent with the

treatment of tax-favored retirement arrangements?

Present law provides deferral of taxation on investment income
arned under certain types of retirement arrangements such as

ElAs, qualified pension plans, and deferred annuities (see Table 2,

bove). These arrangements, however, are subject to numerous re-

:rictions generally designed to ensure that the tax benefit of defer-

al is targeted to the intended purpose, i.e., to create an incentive

)r saving for post-retirement periods when wage-earners' income
ormally decreases significantly. Among the restrictions imposed
n such retirement arrangements are: (1) restrictions on the

mount that can be contributed to fund tax-deferred earnings; (2)

rohibition or current taxation of loans; and (3) current taxation of

ix-deferred earnings that are distributed (including additional

axes to take account of the deferral period in the case of early dis-

ributions).

Contributions, distributions, and loans with respect to life insur-

nce products are not subject to these types of limitations under
resent law. It can be argued, however, that to the extent that the

urpose of permitting tax-free inside buildup is related or compara-
le to the purpose for providing tax-deferred earnings for retire-

lent arrangements, similar restrictions ought to apply.

The purpose of encouraging people to provide death benefits for

heir dependents would be better served if there were disincentives

3 use the cash value of life insurance for other purposes. Thus, it

ould be argued that withdrawals and loans—which have the effect

f reducing the death benefit available to the beneficiary—should

lot continue to receive tax-favored treatment, but should be sub-

let to current taxation for the same reason that withdrawals and
oans from retirement plans and deferred annuities are taxed.

Jnder this theory, it can be argued that loans under life insurance

lolicies should be treated as distributions, and that distributions
hould not be treated as made first from basis.

A counterargument would be that the purpose to provide death
tenefits is not sufficiently similar to the purpose to encourage the
)rovision of retirement benefits, and that, therefore, the treatment
if loans and distributions from retirement vehicles is not appropri-
ite in the case of life insurance. As a consequence, the present-law
ax-favored treatment of earnings on life insurance contracts
hould be continued even if the taxpayer has current use of the
imds.
Drawing a further analogy between life insurance and tax-fa-

'ored retirement vehicles, it could be argued that limits should be
)laced on the amount that can be contributed to fund death bene-
its on a tax-favored basis, similar to the contribution limits under
etirement vehicles. Such a restriction would inhibit the use of life

nsurance principally as a savings mechanism for current expendi-
ures of the policyholder that may be unrelated to death benefits,
ind would tend to target the earnings on the life insurance con-
ract to pay death benefits.

Applying contribution limits to life insurance contracts may be
Titicized on the grounds that it unreasonably limits the amount of
he death benefit that individuals may wish to provide for their de-
)endents.
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5. Is the present-law tax treatment of life insurance companies
appropriate?

Several arguments support the present-law tax treatment of

inside buildup on life insurance policies at the company level.

First, it can be argued that it is appropriate to allow reserve deduc-
tions for increases in cash value representing inside buildup on life

insurance policies, because the cash value approximates the value!

of the company's current obligation to policyholders. Because thej

company includes the premium in income as it is received, even'

though the benefit is to be paid far in the future (as actuarially de-j

termined), income and deductions are better matched in time, from
a cash flow perspective, if the company can amortize its deduction

j

for the future benefit payment.
i

This accounting treatment for future liabilities differs from!

normal accrual method accounting for tax purposes. Thus, it can be|

argued that it is not appropriate to permit life insurance compa-i
nies, but not other taxpayers, a deduction for a future liability that!

has not yet accrued (under the standard "all events" test) and with!

respect to which there has not been economic performance (within!

the meaning of section 461(h)). I

This argument acquires additional force in light of the exclusion ji

for the inside buildup at the policyholder level. The overall result ji

is that in many cases the inside buildup on the policy is never!
taxed to the policyholder or the beneficiary, or the life insurance!'

company. Such a result may exceed the tax benefit necessary to en-j

courage the provision of death benefits for dependents.
j

Nevertheless, the fact that inside buildup is not subject to cur-i!

rent taxation at the company level is supported by the argumentji
that the earnings do not really belong to the company. Under this;i

argument, the company, as any other financial intermediary, isii

merely holding and accumulating the funds on behalf of the policy-

holder and the beneficiary. Thus, it is appropriate that the compa-
ny not be taxed on income that ultimately belongs to someone else.

This argument ignores the fact that, in many cases, the inside
buildup is never taxed to anyone. Thus, it could be argued that
taxing the inside buildup at the company level would serve as a
proxy for taxing the inside buildup at the policyholder or benefici-
ary level.



IV. PROPOSALS TO RESTRICT THE USE OF LIFE
INSURANCE AS AN INVESTMENT VEHICLE

A. Policyholder Proposals

L Treatment of inside buildup under life insurance contracts

Impose current taxation of inside buildup on all newly issued life

insurance contracts

As set forth in the President's 1985 tax reform proposals, ^^ the
inside buildup on all newly issued life insurance policies could be
currently taxed to the policyholder. Under this proposal, the policy-

holder would include in income for any taxable year any increase

iuring the year in the amount by which the policy's cash surren-
der value exceeds the policyholder's investment in the contract.

Special rules could be provided for variable life insurance contracts
in order to prevent taxation of the unrealized appreciation of assets

underlying the variable contracts.

Impose current taxation of inside buildup on newly issued life insur-

ance contracts held by nonnatural persons

The inclusion in income of the inside buildup on newly issued
life insurance policies could apply only to policies held by persons
other than natural persons. This proposal would conform the treat-

ment of the inside buildup on life insurance policies held by non-
natural persons with the treatment of the inside buildup on de-

ferred annuity contracts held by such persons.

Limit amount of inside buildup that is not subject to current tax-

ation

As an alternative to imposing current taxation on the entire
amount of inside buildup, a limitation could be imposed on the
amount of inside buildup for any taxable year that is not subject to

tax. This limitation could be established at a level that would allow
a policyholder to avoid current tax on the amount of inside buildup
that would be credited on an ordinary life policy with the same
death benefit or a policy with the same death benefit that provides
for level premiums over a specified period, such as five or ten
years.

A similar result could be achieved by imposing a limitation on
the annual amount or aggregate lifetime amount that a policyhold-
er could invest in life insurance contracts and annuity contracts on
a tax-favored basis. Under this proposal, the inside buildup on
amounts invested in excess of the limitation would be subject to

current tax.

'^ The President's Tax Proposals to the Congress for Fairness, Growth, and Simplicity (May
1985), pp. 254-258.

(31)
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Treat inside buildup as an item of preference under minimum tax

A more limited approach to imposing current taxation on inside

buildup would be to treat all or a portion of the investment income
on newly issued life insurance contracts as a preference item for

purposes of the alternative minimum tax. Under this approach, a
tax at the rate of 21 percent (20 percent in the case of corporations)

would be imposed on a taxpayer subject to the minimum tax on the

inside buildup on life insurance contracts that are identified as ex-

cessively investment-oriented or on inside buildup in excess of a
permitted amount or rate.

2. DeHnition of life insurance

In general

The statutory definition of life insurance could be narrowed for

newly issued life insurance policies to provide that significantly in-

vestment-oriented life insurance policies, such as single premium
policies, would not be treated as life insurance for Federal income
tax purposes. If a contract does not satisfy the statutory definition

of life insurance, then the inside buildup under the contract for

any taxable year would be treated as ordinary income received or

accrued by the policyholder during the year. In addition, amounts
received upon the death of the insured would be excluded from the
income of the recipient only to the extent that the amount received
exceeds the net surrender value of the contract.

Require increased insurance protection during 5 or 10 year period
after issuance of contract

The statutory definition of life insurance could be modified to re-

quire increased insurance protection during the first 5 or 10 years
after the issuance of the contract. One method of accomplishing
this result is to limit the amount of premium payments during
each of the first 5 (or 10) years after the issuance of the contract to

an amount that equals one-fifth (or one-tenth) of the maximum
single premium that is allowed under present law for the year the
contract is issued.

Thus, under the cash value accumulation test, a contract would
not be treated as a life insurance contract for Federal income tax
purposes if the amount of the premium paid for any of the first 5
(or 10) years of the contract exceeds one-fifth (or one-tenth) of the
net single premium for the benefits provided in the contract. Simi-
larly, under the guideline premium requirements, a contract would
not be treated as a life insurance contract for Federal income tax
purposes if the amount of the premium paid for any of the first 5
(or 10) years of the contract exceeds one-fifth (or one-tenth) of the
guideline single premium for the contract.
Under this premium limitation requirement, a reduction in the

benefits under the contract during the first 5 (or 10) years after the
issuance of the contract would require a recomputation of the
single premium for each year preceding the reduction in benefits.
In addition, rules may be necessary to address increased premium
payments, reduced future benefits, and other similar modifications
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to the contract that occur after the end of the 5-year (or 10-year)

period.

Treatment of mortality charges and expense charges

A further modification to the definition of life insurance would
be to determine the net single premium, guideline single premium,
and guideline level premiums on the basis of the mortality charges

actually charged to the policyholder or the mortality charges used

in determining the statutory reserve for the contract rather than
the mortality charges specified in the contract. It is understood

that some insurance companies specify excessive mortality charges

in a contract without actually charging the policyholder for such
amounts in order to increase artificially the amount of the net

single premium, guideline single premium, or guideline level pre-

miums for the contract. This results in an increase in the allowable

cash surrender value under the cash value accumulation test or an
increase in the amount of premiums that may be paid under the

guideline premium requirements.
In addition, restrictions could be imposed on the amount of ex-

penses that are taken into account in applying the guideline premi-

um requirements.^^ For example, expenses could be limited to 10

percent of the mortality charges actually charged to the policyhold-

er or used in determining the statutory reserve for the contract.

The use of actual mortality charges (or the mortality charges
used in determining the statutory reserve for a contract) and the

restrictions on expense charges could apply for purposes of deter-

mining the limitation on premium payments during the first 5 (or

10) years of the contract and/or for purposes of applying the cash
value accumulation test and the guideline premium require-

ments.^"* In either case, rules may be necessary to address inflated

mortality or expense charges that are refunded to policyholders as

a policyholder dividend.

Interest rates used in determining net single premium and guideline
premiums

In determining the net single premium for purposes of the cash
value accumulation test and the guideline premiums for purposes
of the guideline premium requirement, the interest rate could be
adjusted to equal the greater of (1) the applicable Federal rate

("AFR") in effect on the date that the contract is issued, or (2) the
rate guaranteed on issuance of the contract. The AFR is currently
used in calculating life insurance reserves, as well as for other in-

terest imputation purposes.

Treatment of variable contracts

Any contract that provides a return that is based on the current
investment return or current market value of a segregated asset

'^ The expenses of issuing and maintaining a life insurance contract are not taken into ac-

count in determining the net single premium of the contract, and, consequently, such expenses
do not affect the allowable cash surrender value under the cash value accumulation test.

'••If the mortality charges used in determining the statutory reserve for a contract and the
limitation on expense charges are required for purposes of applying the cash value accumula-
tion test and the guideline premium requirements, the premium that could be charged for any
life insurance contract would be statutorily capped.
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account (i.e., a variable contract) could be excluded from the defini-

tion of life insurance. Alternatively, variable life insurance con-

tracts could be excluded from the definition of life insurance if the

policyholder is permitted to elect different investment options after

the issuance of the contract.

GAO proposal relating to the treatment of loans in defining life in-

surance

In a recent report on the taxation of single premium life insur-

ance, the General Accounting Office (GAO) suggested a change toji

the statutory definition of life insurance. ^^ GAO proposed that thej

cash value corridor be modified for single premium contracts by re-|i

ducing the amount of the death benefit by the amount of any loanji

outstanding under the contract. Because the minimum death bene-!

fit under a life insurance contract must exceed a specified percent-

age of the cash surrender value under the contract in order to sat-

isfy the cash value corridor, the GAO proposal generally should!

limit the ability of policyholders to borrow against single premium
[

contracts. ^ ®

3. Treatment of pre-death distributions from life insurance
contracts

Description of H.R. 3441

H.R. 3441 (introduced by Messrs. Stark and Gradison on October!
7, 1987) would alter the Federal income tax treatment of loans and
other pre-death distributions from life insurance contracts to con-

form the treatment of distributions from life insurance contracts to

the treatment of distributions from annuity contracts prior to the
annuity starting date. Under the bill, distributions from life insur-

ance contracts would be treated as income first and then recovery
of basis. ^ '^ In addition, loans under life insurance contracts (includ-

ing pledges and assignments of contracts) would be treated as dis-

tributions that are subject to the new basis ordering rule.^® Final-
ly, an additional 10-percent income tax would be imposed on the
portion of any distribution or loan under a life insurance contract
that is includible in income. This early withdrawal tax would not
apply if a distribution occurs (1) after the holder of the contract at-

tains age 59-1/2; (2) on account of the holder's disability; or (3) as

•5 United States General Accounting Office, Briefing Report to the Honorable Fortney H
(Pete) Stark, House of Representatives: Tax Policy, Taxation of Single Premium Life Insurance
(GAO/GGD-88-9BR), October 1987. As an alternative to the change to the statutory definition of
life insurance, GAO suggested that loans under single premium contracts be treated as distribu-
tions. This alternative is summarized below in "3. Treatment of pre-death distributions from life

insurance contracts."
•« The principal reason for this result is that the GAO proposal does not reduce the cash sur

render value under the contract by the amount of the loan. Under present law, neither the cash
surrender value nor the death benefit is reduced by policyholder loans in determining whether a
contract falls within the cash value corridor.

'' Policyholder dividends under newly issued life insurance contracts generally would be sub-
ject to the new basis recovery rule. An exception to the new rule would be provided for policy-
holder dividends that are retained by the insurance company as a premium or other consider-
ation paid for the contract. This exception is consistent with the present-law treatment of policy
holder dividends under annuity contracts.

'*ii\.^' ^'^'^l
^^^° provides^hat a transfer of an insurance contract for less than full value

would be taxable under the same rule that currently applies to annuity contracts.
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)art of an annuity-type distribution over the holder's Ufe expectan-

y-

H.R. 3441 would apply to loans and other pre-death distributions

hat occur after October 7, 1987 (the date of introduction of the

)ill), but only to the extent that the amount distributed is allocable

o premiums paid on or after such date.

jimit application of H.R. 3441 to specific contracts

The provisions of H.R. 3441 could be limited to a specific class of

;ontracts that are considered to be heavily investment oriented,

^or example, the reversal of the basis ordering rule, the treatment

)f loans as distributions, and the imposition of the early withdraw-

il tax could be limited to contracts under which the amount of pre-

niums paid during any of the first 5 (or 10) years after the issu-

mce of the contract exceed one-fifth (or one-tenth) of the maximum
lingle premium allowed under present law. Alternatively, the

itricter distributional rules could apply to a specific class of inyest-

nent-oriented contracts for a limited period of time after the issu-

mce of any such contract.

jAO proposal relating to the treatment of loans as distributions

In its recent report on the taxation of single premium life insur-

mce,^^ GAO suggested that policyholder loans be treated in the

jame manner as distributions under annuity contracts. Thus, the

imount of a policyholder loan would be includible in gross income
;o the extent that the cash surrender value of the contract immedi-
itely before the loan exceeds the investment in the contract at

5uch time. It is unclear whether the GAO alternative would change
:he basis ordering rule for other pre-death distributions from life

insurance contracts. ^^

Other possible proposals relating to loans and partial surrenders

i The treatment of policyholder loans and partial surrenders

under H.R. 3441 would be consistent with the treatment of loans

and partial surrenders under annuity contracts. As an alternative,

loans and partial surrenders under life insurance contracts could

be treated in the same manner as loans and early distributions

from qualified pension, profit-sharing, or stock bonus plans.

Under present law, a loan from a qualified pension, profit-shar-

ing, or stock bonus plan generally is treated as a taxable distribu-

tion from the plan to the extent that (1) the loan exceeds a speci-

fied amount (the lesser of $50,000 or one-half of the participant's

accrued benefit) or (2) the time for repayment exceeds 5 years. In

the case of a pre-annuity starting date distribution from a qualified

pension, profit-sharing, or stock bonus plan, part of the distribution

is considered basis recovery and the remainder is income.
Policyholder loans could alternatively be treated as below-market

loans that are subject to the rules of section 7872. Under this pro-

posal, the policyholder would be treated as (1) paying a market rate

"See note 15, supra.
'° The GAO proposal indicates that if policyholder loans are treated in the same manner as

distributions under annuity contracts, loans or distributions from income would be treated as

taxable income in the year withdrawn. Id. at 30.
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of interest on the loan to the insurance company, and (2) receiving

a dividend from the insurance company equal to the amount of

deemed interest. ^^

Finally, additional restrictions could be imposed on the deduct-

ibility of interest on indebtedness that is incurred with respect to

life insurance policies. For example, interest on indebtedness that

is incurred with respect to life insurance contracts could be treated

as nondeductible (as is the case for interest on indebtedness that is

incurred or continued to purchase or carry tax-exempt obligations).

Alternatively, the present-law limit on the deductibility of interest

in the case of indebtedness exceeding $50,000 per officer or employ-

j

ee of, or person financially interested in, any trade or business car-

ried on by the taxpayer could be decreased or an overall cap (in

addition to the present limit) could be placed on the amount of de-

ductible interest or allowable indebtedness.

Reduction of investment in contract by cost of term insurance

As proposed by the President in his tax reform proposals of

1985,22 a policyholder's basis (or investment in a contract) could be
reduced by the aggregate cost of renewable term insurance provid-

ed under the contract. Consequently, under this proposal, policy-

holders would be unable to obtain the equivalent of a deduction for
|

the cost of current insurance protection, which is generally regard-
ji

ed as a personal expense. ^^
I

i;

4. Combination of deHnitional and distributional approaches
[

A combination of the definitional and distributional approaches j'

could also be applied. Under this alternative, contracts that are
J

considered abusive would not qualify as life insurance and, thus,!

the inside buildup would be taxed currently to the policyholder. Ii

Contracts that are not considered abusive but are considered exces-|

sively investment oriented would be subject to stricter distribution-!
al rules, such as basis reordering, the treatment of loans as distri-ji

butions, and the 10-percent additional income tax. All other con-j

tracts would continue to be governed by present law.

B. Insurance Company Proposals

The use of life insurance as an investment vehicle could also be
curtailed by changing the tax treatment of life insurance compa-
nies. Under present law, the amount of the reserve for any life in-

surance contract may not be less than the amount credited to the
cash value of the contract. Because a life insurance company is al-

lowed a deduction for increases in reserves, the life insurance com-
pany is not subject to tax on the inside buildup that is credited to
the policy.

2
» Absent a change in the basis ordering rule, this alternative would have minimal effect on

the use of policyholder loans because the deemed policyholder dividend would not be includible
in income by the policyholder unless the dividend exceeded the policyholder's investment in the
contract.

2 2 The President's Tax Proposals to the Congress for Fairness, Growth, and Simplicity (May
1985), pp. 254-258.

2=* In determining the amount of any loss from the complete surrender of a life insurance!
contract, the cost of insurance protection is not included in basis. London Shoe Co., Inc., 80 F.2d
230 (2nd Cir. 1935); Century Wood Preserving Co., 69 F.2d 967 (3rd Cir. 1934).
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Yeatment of reserves

One method of addressing this issue at the life insurance compa-

y level (as opposed to the policyholder level) would be to deny the

isurance company a reserve deduction for all newly issued life in-

urance contracts. Under this proposal, an insurance company
^ould be allowed a deduction for death benefits only as the bene-

its are actually paid. Thus, the investment income on life insur-

nce contracts would be subject to current tax at the life insurance

ompany level.

Alternatively, a portion of the inside buildup on investment-ori-

nted contracts could be taxed to the insurance company by limit-

tig the reserve for any contract to the amount of the reserve that

/ould be allowed for a contract with the same death benefit if the

ontract was funded on a level basis over a specified period, such as

or 10 years. Similarly, the provision of a loan could be taxed to

he insurance company by requiring the insurance company to

educe its reserve for any contract by the amount of any loan out-

tanding under the contract.

Uternative minimum tax treatment

Another approach would be to disallow deductions for life insur-

nce reserves in computing the corporate minimum tax. Under this

.pproach, reserve deductions for newly issued policies would not be

lermitted in calculating an insurance company's alternative mini-

Qum taxable income, with the result that the inside buildup on
hose policies issued by an insurance company subject to the mini-

num tax would be subject to tax at the corporate alternative mini-

num tax rate of 20 percent.

definitional approach to life insurance reserves

The present law definition of life insurance (or a modified ver-

ion of it) could be applied at the insurance company level. That is,

10 reserve would be permitted with respect to a contract that fails

meet the definition of life insurance.



V. ANALYSIS OF PROPOSALS TO RESTRICT THE USE OF
LIFE INSURANCE AS AN INVESTMENT VEHICLE

Taxation of inside buildup

The proposal to tax the inside buildup on all newly issued lif^

insurance contracts is considered by many to be an overly broac

approach to limiting the use of life insurance as an investment ve
hide. Under such an approach, ordinary life insurance and othej

extended premium payment policies would be subject to curreni

tax, although historically these policies have not been purchaseq
for the purpose of sheltering investment earnings. It is argued thai

the taxation of the inside buildup on all life insurance contracts

would significantly reduce the amount of life insurance that is pur
chased and, thus, many dependents would be left with an inad
equate source of income upon the death of the insured.

On the other hand, it may be considered appropriate to tax th

inside buildup if the insurance is not purchased for the purpose o:

providing death benefits for dependents after the death of the in
|

sured, regardless of the rate of premium payments under the con-J|

tract. For example, many corporations and other businesses pur-||

chase life insurance on the lives of employees solely as a tax-free oil

tax-deferred investment to fund liabilities under nonqualified de^

ferred compensation plans or other similar liabilities. The ability of

taxpayers to use life insurance to fund liabilities arising under non-i

qualified deferred compensation plans creates a disincentive to es^

tablish qualified plans, which under present-law nondiscrimination!
rules must cover rank-and-file employees in addition to officers and
other highly-compensated employees.

Further, if it is determined that the purchase of whole life insur-

ance should be encouraged by providing favorable treatment of th^
inside buildup, but that such treatment should not be available fori

higher-income taxpayers who use life insurance as a tax-shelterecl

investment, it may be appropriate to impose an annual or lifetime
cap on the amount that may be invested in life insurance and de-

ferred annuity contracts on a tax-favored basis. Alternatively, in-

cluding the inside buildup on life insurance as an item of tax pref-

erence for purposes of the alternative minimum tax also would re-

strict the ability of higher-income taxpayers to shelter investment
earnings without adversely affecting other taxpayers.

^
I

Definition of life insurance

The principal argument in support of proposals to modify the
present-law definition of life insurance to require increased insur-
ance protection during the initial years of a life insurance contract
is that such proposals affect life insurance contracts that are con-
sidered to be overly investment-oriented, rather than affecting all

life insurance contracts. In addition, a modification to the defini-

(38)
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ion of life insurance that reduces the amount of the premium that

s available for investment purposes is likely to discourage the sale

»f life insurance as a tax-sheltered investment rather than as a
neans to provide death benefits.

On the other hand, the definitional approach may be more com-
)lex than the other alternatives and may be susceptible to manipu-
ation. For example, the present-law cash value accumulation test

md the guideline premium requirements have been manipulated
)y life insurance companies through the use of inflated mortality

md expense charges that are never actually charged to the policy-

lolder. Even if it is determined that increased insurance protection

leed not be required during the initial years of an insurance con-

ract, it may be appropriate to tighten the present-law definition of

ife insurance to address inflated mortality and expense charges.

Treatment ofpre-death distributions

Proposals for the reversal of the basis ordering rules, the treat-

nent of loans as distributions, or the imposition of a 10-percent

jarly withdrawal tax for certain pre-death distributions under life

nsurance contracts may be subject to criticism for inadequately
argeting policies that are overly investment oriented. It is con-

ended by some that present law should continue to apply with re-

ipect to insurance contracts that provide a significant amount of

nsurance protection. Based on this argument, only those contracts

;hat are defined as overly investment oriented would be subject to

:he stricter distribution rules.

Other opponents contend that the distributional approach would
lot curtail the sale of single premium and other heavily invest-

nent-oriented life insurance contracts because there is a signifi-

cant tax advantage in the compounding of investment earnings on
i tax-free basis that would not be recaptured if the distribution

Dccurs a significant period of time after the issuance of the con-

tract. Instead, it is believed that the focus should be on the amount
3f money that may be allocated to the cash value of a life insur-

ance contract in relation to the amount of insurance protection

provided under the contract.

Those opposing changes to the treatment of loans under life in-

surance contracts argue that policyholder loans should not be
treated differently from other loans secured by property that has
appreciated in value. For example, a taxpayer is not treated as re-

alizing gain on a house that has appreciated in value if the taxpay-
er borrows money using the equity in the house as collateral for

the loan.

The principal argument in favor of the distributional approach is

that it would prevent policyholders from gaining ready access to

tax-free investment income and, thus, the distributional approach
should ensure that life insurance contracts are being purchased to

provide death benefits for dependents rather than for other finan-

cial purposes. In addition, the distributional approach generally is

consistent with the present-law treatment of distributions from
qualified pension plans and annuity contracts. If the distribution
rules applicable to life insurance remain more favorable than the
rules applicable to qualified pension plans, employers will continue
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to have an incentive to establish nonquaUfied deferred compensa-

tion plans that cover only highly compensated employees.

Treatment of life insurance companies

It can be argued that the taxation of life insurance companies on

the inside buildup on life insurance contracts is likely to be more
administrable than taxing the policyholders directly. In addition,

such an approach ensures that the inside buildup does not com-

pletely escape income taxation, which ordinarily occurs if a life in-

surance policy is held until the death of the insured.

On the other hand, the taxation of life insurance companies on

inside buildup is inconsistent with the Federal income tax treat-

ment of other financial intermediaries, such as banks, mutual
funds, and real estate investment trusts. Under present law, finan-

cial intermediaries generally are not required to include in taxable

income the amount of investment earnings that are credited or oth-

erwise set apart for their customers. These investment earnings,

however, generally are taxable to the customers of the financial in-

termediaries for the taxable year in which credited or otherwise set

apart.

O
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